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NOTES AND MEMORANDA 



INTERNATIONAL TRADE UNDER DEPRE- 
CIATED PAPER: A CRITICISM 1 

In the May, 1917, issue of the Quarterly Journal of Econom- 
ics, Professor Taussig has examined with subtlety and pene- 
tration the effects of international trade between a borrowing 
country on an inconvertible paper basis and a lending country 
on a specie basis — understanding by the terms " borrow- 
ing " and " lending " not the contraction of public indebted- 
ness but that " export of capital " which marks the economic 
intercourse of a creditor with a debtor country. 

The question is presented by Professor Taussig as a con- 
dition conceivably realized in the commercial intercourse of 
the United States and Great Britain from 1862 to 1879. Dur- 
ing this period — when Great Britain was on a gold standard 
and the United States under an inconvertible paper currency 
— " sundry individuals or corporations in New York borrow 
heavily in London and are entitled to receive funds from 
London." 2 Professor Taussig reaches the conclusion that 
the courses of prices in the trading countries under the as- 
sumed conditions would be precisely the opposite from that 
which we should expect under specie conditions : 

The borrowing country, the United States, which under a specie 
regime would experience rising money prices and rising incomes, has 

1 Last summer while in the Adirondack woods I read Professor Taussig's paper on 
" International Trade under Depreciated Paper: A Contribution to Theory " in the 
Quarterly Journal of Economics (May, 1917) with great enjoyment but with less intent- 
ness than its texture required. Months later I took it up again, this time for study — 
and eventually found myself in sharp disagreement with its conclusions. The doc- 
trinal importance, as well as the practical significance of the issues which Professor 
Taussig has so acutely discussed will perhaps justify even the belated appearance of 
this dissent. — J. H. H. 
! P. 382. 
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instead a lower range of prices, tho with stationary money incomes. 
Great Britain, on the other hand, should under normal conditions 
have lower prices and lower money incomes; yet the foregoing 
analysis leads one to predict higher prices with stationary incomes. 1 

Professor Taussig makes clear that his conclusions repre- 
sent a theoretical expectation, in that they are attained by 
" rarified analysis," working with an " hypothetical isolation 
of causes." He sets forth with great clearness — there is 
nothing better in the formal literature of economic method- 
ology — the importance and practicability of " partial veri- 
fication " of his tentative conclusions. The economic 
fraternity will rejoice that a scholar of peculiar competence 
intends at some future time to undertake the task which he 
now describes as feasible — " to ascertain what in fact hap- 
pens, and to observe whether the course of events accords 
with theoretical deduction." 2 

Regarded, however, only as a theoretical deduction — 
" refined reasoning of a most abstract character " — it 
seems to me that error lurks in Professor Taussig's argument, 
and that his hypothetical conclusions call for amendment. 
To make this clear is the purpose of the following pages. 



The starting point of Professor Taussig's analysis is the 
inference that if both borrowing and lending countries are on 
a gold basis, and if trade between them is at equilibrium, the 
loan transaction will be accompanied by a movement of gold. 
This conclusion I take to be erroneous. 

Professor Taussig sets forth explicitly his assumption that 

foreign trade between the two countries is simple and is at equilib- 
rium — that there are merchandise transactions only, and that the 
specie value of the imports balances the specie value of the exports. 3 

and similarly his contention as to a movement of gold from 
the lending to the borrowing country 

> P. 399. 2 P. 402. ' Pp. 381, 382. 
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If both Great Britain and the United States were on a gold basis, 
American borrowings in London must result in a flow of specie from 
Great Britain to the United States. 1 

or, more succinctly, 

under a gold regime, the outcome must be a flow of specie from the 
lending to the borrowing country. 2 

With instinctive caution, Professor Taussig inclines to 
qualify the certainty of such a flow of specie. He assumes, 
that " neither country produces gold," 3 and he excludes, in 
unexceptional manner, the possibility that the lending coun- 
try may deliberately endeavor " to link loans directly with 
commodity exports." 4 He goes even so far as to venture 
that: " The flow will not necessarily take place; possibly 
there will be none at all." 5 And in any event, " such flow as 
does take place is not likely to be equal in volume, either in 
the very first stage or later, to the amount of the loan." 6 
But eventually he reaches the definite conclusion — upon 
which his subsequent reasoning rests: " it can be said almost 
with certainty that some specie movement there will be." 7 

The course of events leading up to this gold movement, 
Professor Taussig describes, as follows : 

the increase in remittances from London to New York will cause a 
demand for New York exchange in London. New York exchange 
will rise in London, sterling exchange will fall in New York. But 
in this situation — both countries on a gold basis — the fluctuations 
in foreign exchange will necessarily be confined within the gold 
points. Specie will flow from London to New York. 8 

It is, however, clear that if trade between the two countries 
before the borrowing operation " is simple and is at equilib- 
rium " 9 in the sense that " the specie value of the imports 
balances the specie value of the exports " 10 with no adjusting 
flow of gold — this is but another way of saying that the 

' P. 391. • Ibid. 

* P. 394. ' Ibid. 

« P. 391n. » P. 394. 

• P. 392. » P. 381. 

' P. 391. 10 Pp. 381, 382. 
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equation of international demand has been established and 
that the stock of gold is neither redundant in the one country 
nor deficient in the other. Were it otherwise there would 
have been, contrary to assumption, no such equilibrium but 
in lieu thereof a movement of gold from country to country, 
until in accordance with the theories of international value 
and the territorial distribution of the precious metals the 
equation of international demand had again been attained. 1 

Under the assumed circumstances, of equilibrium and equa- 
tion, the borrowing transaction would of itself induce no gold 
flow. From the day of Ricardo it has been agreed that 
" specie will be sent abroad to discharge a debt only when it 
is superabundant; only when it is the cheapest exportable 
commodity"; 2 or, in more compact form: "The exporta- 
tion of the coin is caused by its cheapness, and is not the 
effect, but the cause of an unfavorable balance." 3 

There has been, indeed, historic controversy over certain 
implications of the doctrine that " a country will not export 
bullion instead of goods unless there is an inflated circula- 
tion," with echoes as late as Mill and Walker. 4 But I assume 
that Professor Taussig does not refer to these qualifications 
and that he does not, in this connection at least, dissent from 
the Ricardian contentions that a flow of gold arises " only 
from the comparative deficiency of the currency of the im- 
porting country, which there causes its superior value," 6 and 
that specie " is exported to find its level, not to destroy it." 6 

With exports exactly balancing imports, as Professor 
Taussig assumes, there would have been no disproportion in 
the amounts of gold in the two countries before the lending 
operation. There would have been nothing in the immediate 
borrowing transaction to bring about such disproportion. 
And there would have been no economic motive to induce a 

1 Cf. Bastable, Theory of International Trade (4th ed., 1903), pp. 54, 55. 
' The High Price of Bullion (3d ed., 1810), p. 14. 
' Ibid., p. 12. 

' Principles of Political Economy (1848), Bk. Ill, ch. viii, 4; Money (1883) pp. 
469-470. 

5 The High Price of Bullion, p. 12. 
• Ibid. (4th ed., 1811), p. 72. 
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flow of specie. In order for the transaction to be followed by 
a movement of gold in the manner supposed by Professor 
Taussig, it is necessary to assume that there be relative excess 
of specie in the lending as compared with the borrowing coun- 
try, and this disproportion be in process of correction by a 
flow of gold antecedent to and independent of the loan. 

The only other theoretical possibility of a gold movement 
in connection with the borrowing process would be in con- 
sequence of an explicit stipulation for gold deliveries. Such 
an arrangement — described in market phrase as a " special 
transaction " and illustrated in the " brutal " exhibits of 
" monetary barbarism " attending our imports of gold from 
Europe in the panic of 1907 — may reasonably be neglected 
in this connection in the light of Professor Taussig's exclusion 
of the policy of " linking loans directly with commodity 
exports " referred to above. 

What may be conceived as really taking place is that the 
loan transaction will entail an increase in the demand for 
New York exchange in London and an increase in the supply 
of sterling bills in New York. New York exchange will rise in 
London and sterling exchange will fall in New York. These 
fluctuations will, however, be safely within the gold points 
and no specie will flow from London to New York. In other 
words, the lending country will by the acceptance of the bor- 
rowing country's obligations have established a debit against 
itself. But this debit will be liquidated not by an efflux of 
gold — this being contrary to the assumption that the equa- 
tion of international demand has been established — but by 
an export of the relatively cheaper commodities (selected in 
accordance with the principle of comparative cost) from the 
lending to the borrowing country. 

It remains only to refer to the later effect of the borrowing 
transaction upon the movement of gold — an effect identical 
with the influence of a poor harvest upon the exchanges 
pointed out by Pdcardo in rejoinder to the strictures of the 
Edinburgh Review in 1811. The lending country having been 
deprived by exports of a part of its commodities would there- 
after require a reduced amount of circulating medium. Re- 
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verting to Ricardo's phrases: " The currency which was 
before equal to her payments would now become super- 
abundant and relatively cheap," * in the same proportion to 
the exported commodities which the entire circulating 
medium of the country bore to the stock of commodities and 
services which it circulated. The exportation of this sum, 
therefore, " would restore the value of her currency to the 
value of the currencies of other countries " 2 — and a move- 
ment of gold to this extent might ultimately be expected. 
This is a very different phenomenon from the direct and 
immediate efflux of specie which figures in Professor Taussig's 
argument. 

It is necessary to qualify in the same manner what may be 
reasonably interpreted as Professor Taussig's assumption as 
to what happens in the case of the loan transaction taking 
place with the borrowing country under a paper regime. 
Professor Taussig indeed contends that under such circum- 
stances, with trade between the two countries at equilibrium, 
there would be no movement of gold. But this seeming 
identity of opinion is merely a doctrinal coincidence. For 
Professor Taussig's conclusion rests not upon any recognition 
that with trade at equilibrium there will be no movement of 
gold under a paper regime any more than under a specie 
regime, but upon the assumption — which we shall hereafter 
find erroneous — that the loan transaction under the paper 
regime will not draw gold from the lending country altho 
it will do so under the gold regime. Dual error leads to correct 
conclusion. 

The same forces which discourage a movement of gold in 
connection with a loan transaction under a specie regime, 
when trade between the two countries " is simple and is at 
equilibrium," will operate with like result under a paper 
regime. Such a result will attend even tho one country 
be on a gold basis and the other on an inconvertible paper 
basis, as long as the amount of paper be not in excess of the 
amount of gold which the country would normally tend to 
retain as its circulating medium, were it on a specie basis. In 

1 The High Price of Bullion, p. 74. 2 Ibid., p. 75. 
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such event, prices and exchanges in the two countries will be 
as under a specie regime. There will be no premium on gold 
in the paper country, its foreign exchanges will suffer no fall 
from the parity which would have existed were its circulating 
medium constituted of gold instead of paper, and a loan 
transaction will — for reasons analogous to those set forth 
above in connection with the specie regime — result in no 
movement of gold. More than this, if the paper of the bor- 
rowing country be not only inconvertible but become redun- 
dant and depreciated, there will develop a premium on gold, 
measuring the extent of such depreciation, and a correspond- 
ing fall in the foreign exchanges. Trade between the two 
countries will resume, and a new equilibrium will be attained. 
As long as this equilibrium continues, a loan transaction will 
induce no flow of gold. The equilibrium will be briefer and 
less stable; but until it be actually disturbed borrowing and 
lending will compel no flow of specie. 

To establish with theoretical exactness the possibility of a 
gold movement, it is necessary to assume not that the trade 
between the two countries " is simple and is at equilibrium," 
but that the equation of international demand is disturbed. 
The specie country may receive an addition to its gold or the 
paper country may contract its note circulation; or crops 
may be deficient in the gold country, or exceptionally boun- 
tiful in the paper country. If at this juncture, with the equa- 
tion no longer realized, the loan transaction be consummated 
— there will result a movement of gold from the lending 
specie country to the borrowing paper country. 



II 

The larger error of Professor Taussig's deduction has to do 
not with the cause of gold movement but with its effect — 
upon prices and incomes in the borrowing and in the lending 
countries, respectively, in the event (a) of both countries 
being upon a specie basis, and (6) of the borrowing country 
being upon an inconvertible paper basis. First, as to prices. 
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Professor Taussig contends, it will be remembered, that 
the loan transaction under the specie regime, will cause prices 
to fall in the lending country and to rise in the borrowing 
country — in harmony with the classical doctrine of inter- 
national trade; but that under the paper regime this opera- 
tion will cause prices to rise in the lending country and to fall 
in the borrowing country. I am unable to agree that any 
such diametrical opposition exists as to the two regimes. 

Let us review the sequence of events that may be expected 
to develop, first, under the specie regime; thereafter, under 
the paper regime. To avoid any complication growing out of 
Professor Taussig's inference as to an efflux of gold from the 
lending to the borrowing country in connection with the loan 
transaction — both countries being on a specie basis, with 
trade between the two "at equilibrium" — let us assume 
that such gold is secured by the borrowing from the lending 
country by " special transaction." This assumption is a 
counterpart of that made by the older economists that the 
normal distribution of gold has been disturbed by a deficient 
harvest in one country or by a newly discovered gold mine in 
the other. In both cases the conditions essential to Professor 
Taussig's analysis are present without complicating circum- 
stance — a withdrawal of specie from one country and its 
transfer to another, the antecedent state of prices and ex- 
changes having been that essential to the maintenance of the 
equation of international demand. 

Under such circumstances, the results that may be expected 
to follow — as held by a succession of writers on the theory 
of the exchanges from William Blake to Viscount Goschen — 
are that in the lending country gold will be exported, prices 
will fall, imports will decline and exports increase, the stock 
of goods in the country will be reduced and prices will rise 
again. Conversely, in the borrowing country there will be an 
influx of gold, prices will rise, imports will increase and ex- 
ports decline, the stock of goods in the country will be aug- 
mented and prices will fall again. The series of movements 
will thus end with the rate of exchange again at parity, trade 
between the two countries again at equilibrium, and the 
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equation of international demand again attained. With this 
sequence I take Professor Taussig to be in agreement. 

If now we assume the United States to be on an inconvertible 
paper basis and Great Britain to remain on a specie basis the 
same general results may be expected to follow as when both 
are on a specie basis — with the qualifications that the lend- 
ing country is likely to export bullion instead of specie and 
that the influx of such bullion or specie in the borrowing 
country will be registered in the form of decline in the pre- 
mium of gold, appreciation of the gold value of paper money 
and rise in gold prices. 

The course of events will thus be — in the lending country 
gold bullion will be exported, prices will fall, imports will 
decline and exports increase, the stock of goods will be re- 
duced and prices will rise. Conversely, in the borrowing 
country, there will be an influx of gold bullion, the premium 
on gold will fall, gold prices will rise while paper prices remain 
stationary, imports will increase and exports decline, the 
stock of goods in the country will be augmented and prices, 
both gold and paper, will fall without, however, affecting the 
premium on gold or the rate of the exchanges. 

From this sequence Professor Taussig's conclusions are in 
marked disagreement. He maintains that in the lending 
country, under the assumed conditions, prices will be higher 
instead of lower, and that in the borrowing country they will 
be lower instead of higher. This seeming opposition appears 
to me mistaken, and to result, primarily, from the erroneous 
assumption in Professor Taussig's argument that the loan 
transaction which in the specie regime will cause a movement 
of gold will in the paper regime cause no such movement. 

As to this assumption that there will be no gold movement, 
Professor Taussig's language is again explicit: 

Specie could not flow, for example, from Great Britain to the United 
States between 1862 and 1879. If it did move, it would be simply as 
a commodity. Gold sent from Great Britain to the United States 
could not enter into circulation, but would be bought for use in the 
arts, or for sporadic payments stipulated to be made in specie. Its 
influx could not affect general prices. 1 

1 P. 396. 
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or, more briefly, 

There is no flow of specie into Great Britain or out of Great Britain. 1 

It is evident, however, that the loan transaction — effected 
under conditions, corrected as above — would induce a flow 
of gold under a paper regime as certainly as under a specie 
regime. There will be, as before, an increase in the demand 
for New York exchange in London and an increase in the 
supply of sterling bills in New York. New York exchange 
will rise in London and sterling exchange will fall in New 
York — as compared, not indeed with such a par of exchange 
as obtained in the specie regime, but with that par of ex- 
change which, prevailing prior to the loan, registered the 
depreciation of the paper currency and the extent of the gold 
premium. The actual rate of this preexistent par of exchange 
will be determined in accordance with the classic formula of 
the Bullion Report: 

it is manifest that the Exchange between two countries is at its real 
par, when a given quantity of Gold or Silver in the one country is 
convertible at the market price into such an amount of the currency 
of that country, as will purchase a bill of Exchange on the other 
country for such an amount of the currency of that other country, 
as will there be convertible at the market price into an equal 
quantity of Gold or Silver of the same fineness. 2 

There will moreover be limits within which the prevailing 
rate of exchange can move above or below such par of ex- 
change, as real even though perhaps not as precise, and cer- 
tainly not as stable, as the analogous " gold points " of the 
specie regime. Whenever New York exchange in London 
rises so far above the theretofore quoted rate as to make it 
more profitable to export gold in settlement — and in corre- 
sponding manner as to sterling exchange in New York — 
there will be a movement of gold from London to New York. 
Were it otherwise the fluctuations would depend entirely on 
the extravagances of supply and demand. Those having 
remittances to make would be " entirely at the mercy " of 
such as had exchange to sell and " if the demand for bills 

1 P. 398. s Report (8vo ed., 1810), p. 32. 
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exceeds the supply, there is theoretically no limit whatever 
to the price of bills," x other than by the purchase and ship- 
ment of produce even at most disadvantageous terms. This 
uncontrolled condition is exactly realized if the specie coun- 
try effectively prohibits the purchase or export of gold bullion 
or specie or the paper country effectively prohibits its import 
or sale. 

The foregoing conclusions are, I believe, in harmony with 
accepted opinion and with formal doctrine in the matter of 
the " paper exchanges." From the day of Adam Smith 2 at 
least, the distinction between " real exchange " and " com- 
puted exchange " has figured in economic writing. The 
Bullion Report of 1810 and the controversial literature of the 
period — Boyd, King, Thornton, Foster, Mushet, Blake, 
Huskisson, Malthus, and Ricardo — definitely established 
the use of the term " nominal exchange " to register varia- 
tions in the relative value of the currencies of the two coun- 
tries — whether due to debased coins or to a silver standard 
or to depreciated paper currency — just as " real exchange " 
registers variations in the demand and supply of foreign bills 
and " computed exchange " incorporates both causes of 
variation. 3 " There is no difference, in its influence over the 
exchange," summarized McCulloch, "between a degraded 
metallic and a depreciated paper currency. And when a 
country with either the one or the other has any dealings with 
another whose currency is of its full value, the exchange is 
nominally against her to the extent of the degradation or 
depreciation." 4 

More perhaps than any single doctrine of the classical 
political economy was this theory of the paper exchange sub- 
jected to verification. The course of trade under the French 
assignats, under the paper currencies of the continental powers, 
under the depreciated circulation of the American colonies, 
the intercourse between Great Britain and Ireland from 1797 

1 Goschen, The Theory of the Foreign Exchanges (1861), pp. 74, 75. 

2 Wealth of Nations (1776), Bk. IV, ch. iii. 

» Bullion Report, p. 23. The clearest exposition is in Blake, Observations on the 
Principles which Regulate the Course of Exchange. (1810.) 

4 " A Treatise on the Circumstances which Determine the Course of Exchange 
[1820] " in Treatises on Economical Policy (2d ed., 1859), p. 99. 
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to 1804, and the historic events of the Bank Restriction — 
were all analyzed and ultimately marshalled in support of the 
principle. Mill reenunciated the doctrine with characteristic 
lucidity, 1 and Goschen, in 1861, gave it the model form 2 — 
" sufficiently precise in his arguments as not to offend the 
scientific theorist, and sufficiently diffuse in his illustrations 
and explanations as to make himself understood by the 
general and uninitiated reader " — which all later writers 3 
have been in the habit of repeating or appropriating: 

The bills on a given country fluctuate in value, in proportion to the 
extent to which the prices of all purchaseable articles — bullion 
included — are raised by the depreciation of the currency; in other 
words, in proportion to the discount of the paper money, or the 
premium on gold. Beyond that proportion, the fact of the deprecia- 
tion will not cause them to deviate; for otherwise the creditor of any 
sum which is payable in the inferior money, rather than submit to a 
further sacrifice in the exchange, would request his debtor to send 
him gold for the amount of his debt, notwithstanding the premium 
upon it, as under the hypothesis such a premium would be less than 
the loss entailed by settling the transaction by the sale of a bill. 

Once admitted that gold will be exported from the lending 
country to the borrowing paper country in train of a loan 
transaction just as certainly as tho the borrowing country 
were on a specie basis — the further effects upon prices in the 
lending country will be the same as tho the borrowing coun- 
try were on a specie basis. Whether the gold exported be 
specie or bullion — prices will tend to fall, imports to decline 
and exports to increase, the stock of goods in the country to 
diminish and prices to rise again. The apparent opposition 
thus disappears and complete parallelism is established be- 
tween what may be expected to develop in the lending coun- 
try, according as the borrowing country is on a gold basis or 
under a paper regime. 

1 Principles of Political Economy, Bk. Ill, ch. xxii, 3. 

5 The Theory of the Foreign Exchanges, pp. ix, 1-62, 69, 70. 

» Cf. Clare, The A B C of the Foreign Exchanges (1901), pp. 143-160; Bastable, 
The Theory of International Trade (4th ed., 1903), pp. 88, 89; Brown, International 
Trade and Exchange (1914), pp. 142-144; Spalding, Foreign Exchange and Foreign 
Bills (1915), pp. 1 18-120. Curiously, Escher, Elements of Foreign Exchange (1913) and 
Foreign Exchange Explained (1917) omits all reference to " the paper exchanges." So 
too, Withers, Money Changing (1913) uses the term, but glosses the matter. 
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Turning now to the borrowing country, the same considera- 
tions — the fall of sterling exchange consequent upon the 
offering of London bills, etc. — would induce an import of 
gold under a paper regime as certainly as under a gold regime. 
This influx might be in the form of bullion instead of specie 
and by assumption it would clearly not affect the volume of 
the circulating medium. But the sequence of events would 
nevertheless be analogous to that to be anticipated under a 
specie regime : a fall in the gold premium and a fall in sterling 
exchange, with stationary paper prices and rising gold prices. 
Thereafter, would follow a decline in the volume of exports 
and an increase in the volume of imports, an increase in the 
stock of goods with the further sequel of falling prices, both 
gold and paper, without change in the gold premium or the 
foreign exchanges. Concisely as to price changes, the effects 
on the prevailing paper currency would be : stationary prices, 
in the first instance ; lower prices, thereafter — accompanied, 
in both stages, by an appreciation (relative to gold) of the 
paper money. 

With this conclusion Professor Taussig is in seeming agree- 
ment. He infers that the borrowing country will have " a 
lower range of prices," and this we have found, as noted 
above, will be the final consequence. But the identity is again 
apparent not real. For Professor Taussig maintains that under 
the specie regime the borrowing country would experience 
rising prices. Such indeed would be the case — at the stage 
immediately prior to the alteration in imports and exports. 
But at the later stage, immediately following the alteration in 
imports and exports — conveniently distinguished as " final " 
in contrast to " preliminary " — the effect will be, as we have 
seen, falling prices. The price changes at corresponding 
stages under the paper regime will be stationary, as the pre- 
liminary effect; declining, as the final effect. In speaking of 
rising prices under the specie regime, Professor Taussig refers 
to what I have described as the preliminary effect — the 
analogue of which under the paper regime will be stationary 
prices. In speaking of lower prices under the paper regime, 
Professor Taussig refers to what I have described as the final 
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effect — the analogue of which under the specie regime will 
be rising prices. In other words, the opposition which exists 
between the effects suffered by the borrowing country under 
a specie and under a paper regime respectively — an opposi- 
tion, it might be interjected entirely resolvable into an appre- 
ciation in the gold value of the paper money — is notably 
different from that inferred by Professor Taussig. Whereas 
Professor Taussig's reasoning maintains that there will be 
rising prices under the specie regime and falling prices under 
the paper regime, the actual contrasts will be, at the pre- 
liminary stage rising prices under the specie regime and sta- 
tionary prices under the paper regime, and at the final stage, 
falling prices under the specie regime and falling prices under 
the paper regime. 

Schematic arrangement will make clearer this " lack of 
proper synchronization " in Professor Taussig's reasoning. 
The sequence of events following the loan transaction will be, 
under the specie regime, as follows: 





Gbeat Britain 


United States 




(lending, gold basis) 


(borrowing, gold basis) 


1. 


Efflux of gold. 


1. Influx of gold. 


2. 


Falling prices. 


2. Rising prices. 


3. 


Reduced imports; increased ex- 


3. Increased imports; decreased 




ports. 


exports. 


4. 


Less goods. 


4. More goods 


5. 


Rising prices. 


5. Falling prices. 


and, under the paper regime, 


as follows : 




Great Britain 


United States 




(lending, gold basis) 


(borroiving, inconvertible paper basis) 


l. 


Efflux of gold. 


1. Influx of gold. 


2. 


Falling prices. 


2. Fall in gold premium; fall in 
sterling exchange; stationary 
paper prices; rising gold prices. 


3. 


Reduced imports; increased ex- 


3. Reduced exports; increased im- 




ports. 


ports. 


4. 


Less goods. 


4. More goods. 


5. 


Rising prices. 


5. Falling gold prices; falling 
paper prices; stationary gold 
premium; stationary exchange. 
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In stating the effects of the loan transaction to be, under 
the gold regime, lower prices in the lending country and ris- 
ing prices in the borrowing country, Professor Taussig 
obviously refers to the stage immediately prior to the move- 
ment of exports and imports — indicated in the tabular 
statement above as (2). It would be quite as proper to base 
the comparison upon the results attained at a later stage in 
the series — namely that subsequent to the movement of 
exports and imports, indicated in the tabular statement as 
(5) — and to describe the effects experienced as exactly the 
converse, namely, rising prices in the lending country and 
lower prices in the borrowing country. The comparison may 
be made, indifferently at either stage, and Professor Taussig, 
following more common usage, has used that subsequent to 
the gold movement. The important consideration is that in 
contrasting the effects of the loan transaction in each country 
under a specie and under a paper re'gime, respectively, the 
comparison be instituted at the same stage in each case — 
both at (2) or both at (5). 

It is precisely this which Professor Taussig has failed to do 
in comparing the results of the loan transaction upon the 
borrowing country, in the two regimes. He has contrasted 
the effect suffered at stage (2) under the gold regime — 
higher prices — with the effect suffered at stage (5) under 
the paper regime — lower prices. 

Professor Taussig's deduction thus not only presents an 
unsound departure from the classical doctrine as to the paral- 
lelism in price changes suffered by the same country under 
the two regimes; but it also involves invalid dissent from 
accepted opinion as to the opposition in price changes suffered 
by the two countries under the same regime. 

Ill 

Professor Taussig's inferences as to the effect of the loan 
transaction upon money incomes in the two countries under 
the several currency regimes, are shot with the same errors. 
Concurring with accepted opinion that the lending country 
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under a gold regime will have lower money incomes, Pro- 
fessor Taussig contends that under the paper regime there 
will be stationary incomes : 

Money incomes remain the same. There is no flow of specie into 
Great Britain or out of Great Britain. But with the same quantity 
of money, and with less commodities in circulation, prices rise in 
Great Britain. Money incomes, however, remain the same. 1 

Obviously, this conclusion rests entirely upon the assump- 
tion that the loan transaction will cause no movement of gold 
from the borrowing country under the paper regime, altho it 
will cause such movement under the gold regime — an as- 
sumption which, as shown above, is unwarranted. More- 
over, it institutes a comparison between money incomes, 
under the gold regime, at the preliminary stage — (2) of my 
tabular exhibit — with money incomes, under the paper 
regime, at the final stage — (5) of my tabular exhibit. If 
the fact of such gold movement be admitted and the compari- 
son be instituted at like stages, the course of money incomes 
in the lending country under the two regimes would seem to 
be entirely analogous. 

Similarly, Professor Taussig agrees that the borrowing 
country under the specie regime will have rising money 
incomes. But he maintains that under a paper regime 
there will be stationary money incomes. Thus, under such 
circumstances: 

There are more commodities than before; there is no more money. 
. . . Prices indeed are falling in the United States; but money 
incomes are not falling. The collective money income of the people 
of the United States is no less than it was before, being simply the 
resultant of a stationary supply of money. 2 

This involves like error in comparing the course of money 
incomes at the preliminary stage under the specie regime 
with their course at the final stage under the paper regime. 
The penalty due for the assumption of no gold movement is 
avoided by the recognition of its effect in this connection — 
fall in sterling exchange and decline in gold premium. Under 
such circumstances money incomes in terms of the prevailing 

» P. 398. « P. 397. 
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paper currency will indeed be stationary; but the value of 
this paper currency, and consequently of the money incomes 
in terms of gold will have increased. It would be interesting 
to examine the significance of such appreciation, but this lies 
beyond the scope of the present critique. 

Jacob H. Hollander. 

The Johns Hopkins University. 



A REJOINDER 



I shall confine my comments on Professor Hollander's 
strictures to the case which he himself chiefly considers, 
namely, that of lending operations between countries both 
of which are on a specie basis. It is somewhat a matter of 
surprise to me that such operations need further elucidation; 
for the " pure " theory of international trade on this range of 
topics might be supposed to have been settled. The paper 
which Professor Hollander criticizes was designed to analyze 
mainly the more difficult and unsettled case in which one of 
the countries is on an inconvertible paper basis, and the 
normal specie conditions were considered only by way of 
introduction. 

Let it be borne in mind that both Professor Hollander and 
myself are discussing the accepted (Ricardian) theory, and 
that neither of us undertakes here to correct or to verify it. 
The complexities of modern international transactions and 
modern monetary conditions may compel revision of the 
traditional reasoning. But these are matters that do not 
touch the questions here under debate. 

The basis upon which Professor Hollander's reasoning 
rests is indicated in his statement of my own starting point: 
" the starting point of Professor Taussig's analysis is the in- 
ference that if both borrowing and lending countries are on a 
gold basis, and if trade between them is at equilibrium, the 
loan transaction will be accompanied by a movement of 
gold. This conclusion I take to be erroneous." On this 



